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Financial Planning in Smaller Companies 
By MASON E . NOLAN 
Principal, Portland Office 
Presented before Portland Chapter seminar of the National 
Association of Accountants, Portland, Oregon — October 1960 
MA N Y people think that smaller businesses have fewer and less dif-ficult management problems than large companies. They have 
the impression that management problems vary in direct proportion 
with the size of the company; that small companies are faced with 
only a limited number of simple, easily comprehended, routine oper-
ating problems, whereas large companies are constantly struggling 
with a deluge of complex questions having far-reaching effects and 
major consequences. 
Informed people generally agree that the management problems 
affecting small companies are of the very same nature and urgency as 
those affecting large companies. The significant difference is in the 
availability of skilled specialists to handle each of the various types 
of problems. The small company has no fewer challenges, but typi-
cally it must meet them with much more limited managerial resources. 
It is not uncommon to find the top executives in a small company so 
deeply immersed in day-to-day routine, harassed by petty problems, 
that they have little time for careful financial planning and the devel-
opment and implementation of much-needed improvement programs. 
Financial planning, to my mind, encompasses a broad range 
of managerial activities; indeed, it is the very essence of management. 
Included in its scope are: 
• Determination of objectives and policies of the company; 
• Formulation of long-range plans working toward the company's 
objectives, within its policies; 
• Formulation of short-term plans to spell out in greater detail 
early portions of the long-range plans; 
• Development of budgets to express the short-term plans in 
financial terms; 
• Direction and control of operations toward achievement of the 
plans; 
• Reappraisal and revision of both long and short-term plans as 
conditions change. 
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Inadequate financial planning is a common prelude to narrowing 
profit margins, diminishing returns on investment, shrinking work-
ing capital and ultimate business failure. Disciplined, extensive, and 
continuous financial planning is a characteristic of the majority of suc-
cessful large companies. It is too often neglected in small companies. 
ORGANIZATIONAL STRUCTURE 
Executives of smaller companies who haven't the time for care-
ful financial planning, who are too occupied with details, should look 
critically at their organizational structure and policies. 
(1) Are they willing to delegate responsibility, and commensu-
rate authority? 
(2) Are the responsibilities and authority of all key people clearly 
defined and understood? 
(3) Does everyone know to whom he reports and who reports 
to him? 
Negative answers to questions such as these reveal a need for new 
attitudes and corrective measures. Without sound organizational 
structure as a foundation, all but the smallest business enterprises 
are seriously handicapped in the development and execution of finan-
cial plans. 
C L I M A T E FOR A C H I E V E M E N T 
Before discussing specific items in the area of financial planning 
I would like to mention, and emphasize, a concept that was force-
fully imprinted on my consciousness by Dr. Earl Planty of the Uni-
versity of Illinois in a talk several years ago. My observations in a 
variety of companies have proved to my satisfaction the merit of his 
thesis. Dr. Planty's proposition, paraphrased, was as follows: A "cl i-
mate" for achievement is the most important asset a company can 
have, and recognition of the importance of people is the essential 
condition for creation of such a climate. 
I am sure you have all been in the offices and plants of companies 
permeated with mediocrity and complacency, where each person does 
only what he has to in order to hold his job. In the offices and plants 
of other companies you have seen enthusiastic people, working with 
zest and energy to do their job faster and better. Consider the dif-
ference between these two situations in terms of output per man-
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hour, frequency of errors, customer satisfaction, development of im-
proved methods, and so on through the complete range of factors 
affecting long-term profitability of a company. A small shop with 
five employees can benefit as much, relatively, as a company with 
500 employees by having an atmosphere that encourages people to 
do their very best. 
How is a "climate" for achievement of goals created and main-
tained? Briefly, it is the product of competent, enlightened man-
agement who recognize that machines, merchandise, and money can-
not make a company successful; only individual people can, and the 
contribution of each person must be recognized and rewarded. 
Having considered the important prerequisites to fulfillment of 
financial plans, let's return to the planning process. 
OBJECTIVES OF C O M P A N Y 
The management of small companies generally give no disci-
plined thought to a question most basic to financial planning. What 
should the objectives of the company be, and what policies are desir-
able to promote attainment of the objectives? A company without 
objectives and policies is like a ship in a stormy sea, drifting with 
the winds and struggling to stay afloat. In time it is likely to be 
beaten apart on the rocks. 
To determine objectives and policies management must consider 
and answer, as realistically as possible, questions like these: 
• What rate of return on investment should be made? 
• How fast should the company grow? 
• How large should the company become? 
• What degree of risk should the company assume? 
• What are the company's responsibilities to its customers, its 
employees, its owners, its community? 
A n ambitious owner-manager of a small company might reply 
quickly that these questions need no special study. He wants the 
highest possible rate of return on investment, the company should 
grow as fast and as big as it can, and risks should be kept to a mini-
mum. If so, he has obviously overlooked the requirement of realism 
in setting his objectives. 
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LONG- AND SHORT-TERM PLANS 
After objectives have been clearly defined, management must 
plan how to accomplish them. Financial planning may be divided 
loosely into long- and short-term categories, although there is no basic 
difference in the approach to each. Long-range planning is generally 
considered to cover periods in excess of a year. No specific rules 
can be stated as to how far into the future small companies should 
plan, but periods of three to five years would not seem excessive. 
Management should definitely avoid the not uncommon practice of 
thinking and planning only in terms of the coming fiscal year. 
The degree to which long-term plans are formalized wil l vary 
from one company to another. In every situation, putting the plans 
into writing imposes a beneficial discipline. It demands more care-
ful, logical thinking of those who participate in planning and it faci-
litates coordination in executing or revising the plans. 
A written expression of long-range plans might be in the form of 
projected income statements and balance sheets, with annotations 
as to the principal assumptions underlying their preparation. As an al-
ternative to projected balance sheets, statements showing the planned 
source and application of funds for future periods can be used. These 
have the advantage of emphasizing the direction, volume, and nature 
of financial flows rather than snapshot pictures of financial position 
at particular points in time. 
Short-term plans are simply more detailed expression of an ap-
proaching segment of long-range plans. It is accordingly important 
that long-range planning occur first to give purpose and perspective 
to the short-term plans. 
BUDGETS 
Budgets are the best device known for expressing the results of 
short-term planning. The budget itself is valuable as a yardstick 
against which to measure actual accomplishments, but of far greater 
potential value to the company is the planning that precedes prepara-
tion of a budget. 
Larger companies have no monopoly on the benefits inherent in 
profit planning and budgetary control, but they have made far greater 
use of these techniques in the past than smaller companies. If indi-
viduals can profit by budgeting their personal finances, certainly the 
smallest companies can realize a good return on efforts expended in 
this area. 
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OPERATING CONTROL A N D P L A N REVISIONS 
For budgets to accomplish their control objectives it is necessary 
that accounting and reporting be done by areas of responsibility. Each 
supervisor should receive prompt reports comparing actual results 
in his area of responsibility with budgeted goals. 
Planning and budgeting must be approached as a continuous 
affair, not something to be done once a year and then forgotten until 
the following year. Nothing is as certain as change, and changing 
conditions often require radical revisions in plans. No one should 
ever presume that budgets, once established, are a substitute for 
constantly attentive management and good business judgment. 
Having considered some of the broad aspects of financial plan-
ning, let's look at a few specific matters that smaller companies have 
tended to neglect, sometimes in the mistaken notion that the subject 
matter is too complex, but more often because they "just haven't 
got around to it." 
SALES FORECASTING 
Financial planning ideally includes a study of prospective market 
conditions and an estimate of the sales volume the company can 
reasonably expect in future periods. These studies are particularly 
desirable to assist management in planning capital expenditures. As 
a company acquires skill in forecasting sales, it also becomes better 
equipped to control production and inventories effectively. 
Any small company can do a reasonable job of sales forecasting 
without hiring a staff of experts. A simple, comprehensible introduc-
tion to the subject can be found in an article titled "Sales Forecasting 
for Small Business," published by the Small Business Administration. 
The article includes excellent coverage of various sources of statistical 
information readily available at nominal cost, along with suggestions 
as to how the data might be used in forecasting. 
Perhaps I should mention at this point that a wide variety of 
well-written booklets have been published by the Small Business Ad-
ministration, all directed to the problems of small business owners and 
managers. A t today's price levels, they are undoubtedly "Best Buys" 
at $.15 to $1.00 each from the Superintendent of Documents, Wash-
ington, D. C. or from the local office of the Department of Commerce. 
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INVENTORIES 
Inventories represent a substantial, costly, and often risky invest-
ment for the typical small business. Storage, handling, insurance, 
taxes, obsolescence, spoilage, and interest generally comprise a rather 
large percentage of the initial cost of inventories. Many small com-
panies could improve their financial position and profits by a thorough 
study of their inventory requirements, directed to the establishment 
of effective controls over investment in inventories. 
One objective of a sound system of inventory control is to balance 
the cost of acquiring and carrying inventories against the cost of being 
out of stock. Out-of-stock costs usually relate to downtime in the 
plant or customer goodwill and are therefore somewhat more difficult 
to measure than inventory carrying costs. Experience leads me to 
think that management, without having studied the matter, is more 
likely to err on the side of carrying too much inventory than too little. 
There are many instances where it is less expensive to be out of stock 
than always to be in stock. The cost of providing 100 per cent protec-
tion is usually high. 
Another important objective of a sound inventory-control system 
is to provide a mechanism for the determination of order points and 
order quantities that wil l provide the desired degree of protection 
and at the same time keep acquisition and carrying costs at a 
minimum. 
The most profitable type of inventory control concentrates its 
attention on the high-dollar-usage items and applies generalized con-
trols to the low value items. Surveys have shown that 80 per cent 
of the annual dollar usage in a typical inventory is concentrated in 
only 20 per cent of the items in that inventory. A selective attack 
on problems of inventory control can sometimes yield substantial 
benefits with a minimum of cost. 
The question of "when" and "how much" to order of each in-
ventory item can be most effectively determined by mathematical 
techniques that simultaneously take into account such factors as: 
• Forecasted usage 
• The cost of handling an order 
• The carrying cost of inventory 
• Order lead times 
• Safety stock 
• The unit cost of the inventory item 
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A small company might need outside assistance in designing and 
installing a good inventory-control system using mathematical meth-
ods, but the procedures for operating the system should be simple 
enough that relatively unskilled clerks can perform the reordering 
function properly. 
ACCOUNTS R E C E I V A B L E 
Let's consider financial management of accounts receivable. 
To the extent that a company carries accounts receivable on its 
books it is furnishing working capital to someone else. Few small 
companies are in such liquid financial condition that they can really 
afford to provide working capital to others. It is not within the power 
of most companies to avoid completely this free financial service to 
customers, but many companies can reduce the volume of funds com-
mitted to accounts receivable by more judicious credit control and 
more determined collection efforts. 
Sales-oriented people have been known to exaggerate the ad-
verse consequences of tight credit policies and aggressive collection 
procedures. It is generally a good policy to decline the extension of 
credit to customers who have been chronically slow pay, and devote 
greater efforts to securing new customers who wil l pay their accounts 
promptly. 
CAPITAL E X P E N D I T U R E S 
Before planning capital expenditures, long-range objectives and 
plans should be established for the company as a whole. The com-
pany's present and prospective markets should be thoroughly ana-
lyzed and realistic sales forescasts prepared. General economic indi-
cators and forecasts should be carefully studied. The sources and 
amounts of funds for capital expenditures should be well defined. 
If these studies preliminary to planning capital expenditures seem 
too exhaustive, it is because they are intended to be exhaustive. Small 
companies in particular should avoid excessive investment in fixed 
assets. There is less danger of underinvesting in plant equipment 
than there is in overinvesting. Small companies do not have the ready 
access to the money markets that larger companies have, and too large 
an investment in fixed assets may leave an insufficient investment in 
working capital. Additionally, the heavy fixed charges associated with 
plant and equipment—insurance, interest, taxes, maintenance—may 
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become burdensome to a small business in periods of declining sales 
volumes or falling prices. 
While cautioning against excessive investment in fixed assets, I 
would also recommend that the cost of a common alternative—leasing 
—be given very critical analysis and appraisal. The practice of leasing 
equipment has grown rapidly in recent years, particularly among 
smaller companies. Although this practice conserves working capital 
initially and in the immediate future, it generally has an adverse effect 
on working capital and profits over longer periods because of the 
high interest rates built into the majority of equipment lease ar-
rangements. 
Procedures for financial management of the company's invest-
ment in plant and equipment should include a regular program for 
determining economical replacement points. The intuitive approach 
to decisions as to when equipment should be replaced is generally 
unreliable. 
ACCOUNTS P A Y A B L E 
Let's consider the relationship of the liability side of the balance 
sheet to financial planning. 
Trade accounts payable represent short-term financing of the 
company by its suppliers. The price paid for the use of these funds 
may be high if discounts offered are not taken, since terms of 2 per 
cent ten days, net thirty are the equivalent of about 36 per cent simple 
interest for use of the funds during the intervening twenty days. 
Many companies file all non-discount payables by due dates, and 
maximize interest-free use of these funds by not paying before due 
dates. 
B A N K CREDIT 
Bank credit is by far the most important source of borrowed 
funds for small companies. In addition to their lending function, 
commercial banks offer a wide variety of financial services to their 
customers. It is accordingly important that a company choose its bank 
wisely, selecting one best suited to its particular needs. 
Owners and financial managers of small companies often overlook 
the importance of maintaining with their banks the most favorable 
relations possible. Keeping banks supplied regularly with complete, 
current, and competently prepared financial statements, even when 
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there is no need for bank credit, wil l improve these relations. A con-
tinuity of reliable information about a company's operations and 
progress increases the banker's willingness and ability to meet the 
financial needs of a company as they arise. 
INSURANCE COMPANY LOANS 
Commercial bank loans are generally designed to cover the short-
term needs of business. Insurance companies are a common source 
of longer-term funds. In a period of tight money an insurance com-
pany may turn down what would normally be regarded as a good 
loan. Timing of long-term financing is extremely important. 
SMALL-BUSINESS ADMINISTRATION LOANS 
Under certain conditions small companies may obtain loans from 
the Small Business Administration. The requirements that most fre-
quently disqualify a loan application are (1) the funds shall not 
then be available from private financial institutions and (2) the loan 
shall be sufficiently secured reasonably to assure repayment. 
S M A L L BUSINESS INVESTMENT COMPANY LOANS 
The Small Business Investment Act of 1958 authorized the estab-
lishment of Small Business Investment Companies, privately owned 
corporations, organized for profit, that are restricted in their activities 
to providing equity financing or long-term loans to small companies. 
Equity financing is available through the purchase of convertible 
debentures by the Small Business Investment Company. Interest 
rates on long-term loans or debentures, and debenture conversion 
prices, are determined by agreement between the contracting parties. 
EQUITY FINANCING 
Small- to medium-sized companies that have good growth po-
tential but inadequate equity financing should consider the public sale 
of stock. Some potential advantages are: 
(1) The provision of needed working capital without incurring 
fixed interest charges; 
(2) A n expanded credit base enabling the company, when need-
ful, to borrow greater amounts and on more favorable terms; 
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(3) The establishment of a market for the company's stock, an 
advantage to the principal stockholders in providing ready 
cash for payment of taxes in the event of death. 
Equity financing also provides other advantages not enumer-
ated here. 
The principal characteristics that a company should possess for 
successful public financing are one or more of the following: 
• Strong growth possibilities 
• Good management 
• A product with superior earnings potential 
• A satisfactory earnings record 
A substantial portion of the costs of "going public" are to a 
considerable degree fixed. The percentage of issuing costs to proceeds 
are accordingly higher for small issues than for large. The evaluation 
of costs in relation to proceeds must be made on an individual basis 
by any company contemplating a public issue. 
* * * 
In conclusion, management must decide on the company's ob-
jectives, plan their achievement, control execution of the plans, and 
be constantly alert to changing conditions. If you were to remember 
only one point, I should like it to be this: The real value is not in 
the plans, but in the planning. 
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